The purpose of this paper is to explore, through M&As accounting policies, whether the Japanese adoption of IFRS is favorable for market participants. M&As are excellent prototypes for this study, because they have a substantial impact upon firms' financial statements. Additionally, Japanese M&A accounting standards still maintain the amortization period within twenty years, which is practical in creating a sharp contrast comparison with the impairment approach outlined by the IFRS 3 and SFAS141/142.
Introduction
The purpose of this paper is to explore, through M&As accounting policies, whether the Japanese adoption of IFRS is favorable for market participants. M&As are excellent prototypes for this study, because they have a substantial impact upon firms' financial statements. Additionally, Japanese M&A accounting standards still maintain the amortization period within twenty years, which is practical in creating a sharp contrast comparison with the impairment approach outlined by the IFRS 3 and SFAS141/142.
In this paper we analyze how the recognition and implementation of three different measurement rules, such as the pooling-of-interests, purchase with amortization of goodwill, and purchase with immediate expensing of goodwill, influence investors' interpretations of earning numbers. The accounting method's influence is especially important in mergers and acquisitions (M&As), because the cost of the M&A premium (or goodwill) is one of the most substantial accounting items on the financial statement.
Until recently, there have been no consistent comprehensive accounting rules regarding M&As in Japan, even though researchers have often indicated that there should be more consistency especially for firm disclosures. For example, there was a rule which required parent companies to disclose a consolidated statement given the condition that the subsidiary companies maintained their legal status after mergers, but 5 no rule has been applied in cases where company mergers with subsidiary firms resulted in the termination of their legal status. This difference between case specific regulations raises the potential inconsistency of having a consolidated financial statement when the parent company owns 100% of the subsidiary firm's shares, and having another different financial statement when the parent company legally merges with the subsidiary firm terminating its shares.
After more than three years of deliberation, the Business Accounting Council issued the "Accounting Standards for Business Combinations" on October 31, 2003, which finalized a series of important changes that are collectively referred to in Japan as the Accounting Big Bang. This trend for standardization was emphasized starting in the latter half of the 1990s until the beginning of the 21 st century in order to enhance the transparency of financial statements. This accounting standard was effective from the April 1, 2006 fiscal year. However, there were still some significant differences between the Japanese GAAP, and the Western IFRS 3 and SFAS141/142. Japanese firms that met specified criteria could utilize the pooling method, and some firms would cleverly reorganize the M&A contractual terms in order to meet the outlined stipulations and use the pooling method. Firms that did not meet these criteria had to follow the purchase method prescriptions that require the recognition of goodwill with a subsequent 6 amortization period between two and twenty years.
In 2004, taking into consideration the great differences in M&A policies between the Japanese GAAP and IFRS 3, the Committee of European Securities Regulators (CESR) in conjunction with the EU's equivalence assessment, required that the inconsistency amongst business combination standards be remedied by all Japanese firms which publicly issue stocks and bonds in European nations, bringing them into accordance with IFRS 3. The CESR demanded the supplement pro-forma based summary financial statement for cases employing the pooling method.
Since the Tokyo Agreement with IASB in August 2007, the Accounting Standards
Board of Japan (ASBJ) has been working on eliminating major accounting differences and issued a new accounting standard for business combinations in December 2008.
This standard eliminates the pooling method and complies with the purchase method to converge with the IFRS 3 and SFAS141/142. However, the new standard still maintains the amortization period within twenty years, rather than adopting the impairment approach used in the IFRS 3 and SFAS141/142. The IFRS and SFAS stipulate that all firms involved in mergers and acquisitions shall use the purchase method, not the pooling-interest method, and the goodwill shall not be written off in the fiscal period of acquisition unless it is impaired.
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In this study, we are concerned with the effects of the accounting methods and amortization periods on the subsequent market performance. Our base assumption is that investors estimate firms' intrinsic value based on forecast numbers of bottom-line future earnings, and buy or sell the stock accordingly, which is in line with the functional fixation hypothesis. Therefore, it is imperative to understand how accounting methods affect future bottom line earnings and affect the investors' reaction.
In order to examine the role of accounting methods and amortization periods on , ASBJ discussed whether they should accept the accounting practice of writing off the entire goodwill value within the first fiscal year. ASBJ concluded, however, that writing off the entire excess cost value of an acquired entity within the current fiscal year would produce unrealistic results, because this goodwill might contribute to a series of future earnings. Therefore, ASBJ prohibited the immediate write-off of goodwill for reasons similar with the SFAS 141 (paras, B69-70).
accounting procedure deserves our attention, because it yields the same future bottom-line earnings as firms who use the purchase with impairment method prescribed by IFRS 3 and SFAS 141/142.
The next section describes the history of M&As in Japan and the characteristics of our sample. The third section presents our hypotheses regarding the market reaction to accounting policy differences. The fourth section describes our methodologies and results, which will be discussed in the final section along with our research conclusions.
Characteristics and Long-term Performance of M&As in Japan
(1) History of M&As in Japan (2) Sample Characteristics The merger bid cases in our sample used the stock payment method, which is totally different from the U.S. and U.K. payment method typified with a half stock payment, half cash payment in merger bids transactions 3 .
In tender offers cases, Japanese listed firms used a mix of cash and stock payment. The financial attributes of the acquirers and targets in our sample included the following: market equity (which represents firm size), book-to-market ratio, financial leverage, and ROE. Our data was based on figures that were available on the M&A effective dates.
The median market equity value of the acquiring firms (¥100,121 million) is 13.74 times greater than the medium market value of the target firms (¥7,286 million). The acquirers are typically large, and our sample acquiring firms' median stock value is considerably higher than the median stock value listed on the stock exchange (¥100,121 million vs. ¥13,604 million).
The median book-to-market ratios of the acquirers and targets are 0.7459 and 1.0167
respectively. The medium financial leverage of the acquirers and targets are 0.6417 and 0.6173 respectively. The median ROE of the acquiring firms (4.790%) is 1.59 times greater than the medium ROE of the target firms (3.009%). The book-to-market ratio is were 84 stock and 134 cash payment cases (Abhyankar et al., 2005, p. 682 , Table 1 ).
widely interpreted as a measure of the firm's growth. The acquirers' median book-to-market ratio (0.7459) is much lower than the median book-to-market ratio of all the listed firms (0.8818), and the medium ROE of the acquirers (4.790%) is much higher than the medium ROE of all listed firms (4.092%). Therefore, the acquirers in our sample have a high profitability and characteristics of growth stocks (i.e., low book-to-market ratio). In other words, the acquirers possess a great amount of potential for growth. firms' accounting policies. Japanese M&As have a very low average 2.530% premium (value-weighted premium is 9.61%; see Table 3 , Panel (A)), in comparison to the high average 63.41% and 45% premiums found in the U.S., 4 and U.K., 5 respectively. For merger bids alone, the average premium is negative (-1.054%). Firms that adopted the purchase with amortization of goodwill method had the largest sized firm of the three accounting methods. In our sample, all three accounting policy groups were considerably larger than the average listed firm, and are considered to be growth stocks (i.e., have low book-to-market ratios). We interpret acquiring firms' low book-to-market ratio to mean that certain acquiring firms have a greater amount of opportunity to target other firms' resources and expand their business positively. In other words, firms which have minimally prosperous opportunities or are operated under crude management unable to make the most of the firm's resources (high book-to-market ratio) could become a target of M&As. Previous research has indicated that the long-term stock performance of either large or high growth possibility firms is generally lower than the stock performance of their smaller and lower growth possibility counterparts (e.g., French, 1992, 1993) . Our sample of acquiring firms show median market 4 In the United States from 1980 to 1991, there was a calculated 45.05% median and 63.41% average for firm premiums (Rau and Vermaelen, 1998, p. 235, 14 values (¥39,245 million for pooling-interest method, ¥104,582 million for purchase with amortization of goodwill method, and ¥53,655 million for purchase with immediate incurrence of goodwill method) that are all considerably higher than the median market value (¥13,604 million) for all listed firms on the stock exchange. Our sample of acquiring firms has a median book-to-market ratio of 0.8945 for pooling-interest method, which is very close to the median book-to-market ratio (0.8818) for all firms listed on the stock exchange. However, our sample's median for the purchase with amortization of goodwill method (0.6997), and for the purchase with immediate incurrence of goodwill method (0.5722) are significantly lower than the median book-to-market ratio for all listed firms. Therefore, if we focus only on our sample's financial characteristics and considerably lower average premiums, disregarding M&A events, we can expect that our sample's acquiring firms will have a long-term stock performance that is lower than the bench mark reference portfolio.
[ Table 1] [ Table 2] [ Table 3 ] bottom-line earnings and subsequent stock performances (Leftwich, 1980; Watts and Zimmerman, 1986) .
Previous research (Hopkins, 1996; Hirst and Hopkins, 1998; Maines et al., 2000; Hopkins et al., 2000) also suggests that financial analysts focus primarily on the raw accounting numbers in the body of a financial statement, even though they could adjust the accounting numbers by using information in the footnotes. For example, in the Hopkins et al. (2000) study, financial analysts were provided with different accounting numbers attributable to disparate accounting policies regarding business combinations, although in reality the actual economic transactions of the hypothetical M&A were identical. In their study, the financial analysts estimated a lower intrinsic value for firms which adopted the purchase with amortization method than firms which adopted the pooling-interest-method. They tended to estimate a firm's intrinsic value without adjusting for the different accounting policies between the pooling-interest and purchase with amortization methods, even if they were able to do so by using information in the footnotes. Therefore, we propose hypotheses 1 as follows:
Hypothesis 1: The purchase with amortization of goodwill method has a negative impact on the future EPS, whereas the pooling-interest method has a favorable impact on it. Therefore, the long-term stock performance of a firm which uses the purchase with amortization of goodwill method will be lower than a firm which uses the pooling-interest method.
(2) Purchase with Amortization of Goodwill Method vs. Immediate Incurrence of
Goodwill Method
In the United States, when acquiring firms use merger bids or tender offers to take over firms such as high-tech or pharmaceutical companies, the acquirers often allocate a substantial portion of the accounting acquisition premium to ongoing research and development and then immediately record it as an expense (Deng and Lev, 1998) . In Japan, on the other hand, until the Japanese Accounting Standard for Business
Combination was implemented in 2006, no comprehensive accounting rules existed.
Acquiring firms often adopted the immediate incurrence of goodwill method, especially those listed in stock exchanges for emerging stocks. Although specific accounting practices vary between the two countries and are used in different contexts, they result in the same consequence: the amount of goodwill is immediately expensed.
When Japanese firms adopted the immediate incurrence accounting procedure, they usually emphasized that the charge to the income was temporary and atypical. Therefore, we have reasoned that in the purchase with amortization of goodwill method, investors realize the immediate expense of goodwill as an extraordinary item for the current fiscal year and regard it as an irrelevant item to the firm's future EPS. Conversely,
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investors see the amortization cost of goodwill as an ordinary item, and regard it as a constant affect to the firm's future EPS. Accordingly, the estimated future EPS should be higher with the immediate incurrence of goodwill method compared to the amortization of goodwill method. Henceforth, we propose our second hypothesis as follows:
Hypothesis 2: The long-term stock performance of firms that use the purchase with amortization of goodwill method will be lower than firms that use the immediate incurrence of goodwill method. Even though raw accounting numbers may vary as a function of the firm's adopted accounting choices, we believe that investors only focus on the bottom line numbers to estimate a firm's future EPS. Therefore, the time that has elapsed after an M&A should not affect the estimation of the future EPS. Our argument also holds true for cases where firms adopt the purchase with amortization method.
Contrary to our view, however, some popular corporate valuation textbooks recommend that investors estimate a firm's intrinsic value by adding the amortization charge of goodwill back into the raw earning numbers (White et al., 1997) . In fact, when FASB conducted field visits (as referred in the accounting standards in 1999, para.
B79), they found that investors and creditors regard the amortization charge of goodwill as not an ordinary but as an extraordinary cost when making investment decisions. Their rationale, which is contrary to our belief, suggests that investors add back the amortization cost when business combinations occur. If our data supports hypothesis 3, we are able to reconfirm that investors do merely react mechanically to bottom-line earnings numbers rather than considering the different accounting procedures.
Methodology and Results
(1) Methodologies
In order to measure the long-term stock performance of acquiring firms using the abnormal return, we created a reference portfolio. The reference portfolio was comprised of companies that shared two risk factors with our sample stock:
book-to-market ratio and size in accord with French (1992, 1993) . The following procedures were employed in the construction of the reference portfolio:
(a) First we identified all stocks which were listed during the same month that each M&A occurred. We divided these stocks into five groups based on firm size to define the boundaries of each quintile.
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(b) Within each quintile, we further sorted the stocks into five groups based on the book-to-market ratio to define the boundaries of the inner quintile, creating twenty-five cells. Each acquiring firm's stock performance was compared to the average stock performance of firms in its corresponding cell, yielding its abnormal return. Barber and Lyon (1997) and Kothari and Warner (1997) indicated that the cumulative abnormal return (CAR) compared against market performance may result in misspecification. This problem implies that the statistical Type I error is more likely, or that the null hypothesis (that the abnormal return equals zero) is rejected more frequently by chance alone. In Japan, previous research also indicated that using the abnormal return (AR) with the TOPIX benchmark often has a positive bias. Therefore, we calculated AR against the mean return of the reference portfolio by applying the bootstrap test in order to avoid misspecification problems. We charted the experimental distributions using 1,000 samples with the bootstrap method, and we judged the statistical significance by calculating the p value of our sample from these distributions.
(2) Results
Descriptive statistics for the equal-weighted and value-weighted CARs are reported 22 in Table 4 . Panel (A) of Table 4 The statistical results of equal-weighted CARs are consistent with the results of the value-weighted CARs. Please note that we are only able to test the differentials between accounting policies for the equal-weighted CARs, the results of which will be expounded upon in the following paragraph.
The total 3 year performance of all three accounting policy groups are statistically higher than the bench mark reference portfolio. The total 3 year performance of firms using the pooling-interest method is 18.982% (p value < 0.05, two-tailed), using the purchase with amortization method reports 5.397% (p value < 0.1, two-tailed), and using the purchase with immediate incurrence of goodwill method reports 27.763% (p value < 0.1, two-tailed). If we focus only on our sample's financial characteristics and disregard M&A events, we can expect that the 3 year performance of our sample acquiring firms will be lower than the bench mark reference portfolio, because our sample acquiring firms' median market value is considerably higher than the median 23 market value for all firms listed on the stock exchange and our sample acquiring firms' median book-to-market ratio is lower than the median book-to-market for all firms listed on the stock exchange. However, contrary to our expectations based on financial characteristics, the average 3 year performance (10.191%) is considerably higher than the benchmark reference portfolio by a 1% significance level. Therefore, we are able to conjecture that, in Japan, the average investor appreciates the M&As affect positively. Table 4 reports t test results for our three hypotheses. First, the long-term performance of firms using the purchase with amortization of goodwill method (5.397%) is significantly lower than firms using the pooling-interest method (18.982%) (t value = 1.7495, p value = 0.0410, one-tailed), which supports hypothesis 1.
Panel (B) of
Secondly, the long-term performance of firms using the purchase with amortization of goodwill method (5.397%) is significantly lower than firms using the purchase with immediate expensing of goodwill method (27.763%) (t value = 1.3160, p value = 0.0948, one-tailed), which supports hypothesis 2. We further tested market performance as a function of time (one vs. three years following the M&A effective date) for firms using the purchase with goodwill amortization method. Our results are consistent with hypothesis 3. The three year performance for firms using the purchase with amortization of goodwill method (2.518%) is not significantly different from the same firms' first 24 year performance (1.359%) (t value = 0.2955, p value = 0.3839, one-tailed).
[ Table 4 ]
Concluding Remarks
In Japan, after the introduction of stock swap and stock transfer schemes in 1999, The financial characteristics of our sample of acquiring firms are as follows: the median market value is considerably higher than the median market value for all listed firms, and the median book-to-market ratio is lower than the median book-to-market ratio for all listed firms. Therefore, if we focus only on our sample's financial characteristics and disregard M&A events, we can expect that our sample acquiring firms' long-term stock performance will be lower than the bench mark reference portfolio. However, our results provide the evidence that the average investor appreciates the M&As' affect positively: acquiring firms' long-term stock performance is considerably higher than the bench mark reference portfolio.
In this study, we analyzed the effect of the accounting method and amortization periods upon the subsequent market performance. The accounting methods include: (1) pooling-of-interests, (2) purchase with amortization of goodwill, and (3) 1, indicate that the long-term stock performance of firms using the purchase with amortization method is significantly lower than firms using the pooling-interest method.
This suggests that investors respond reflexively. They focus primarily on bottom-line earnings and automatically respond to events that will affect future earnings regardless of the accounting policy that has been employed.
We included firms using the purchase with immediate expensing of goodwill method in our sample. This accounting procedure, prohibited after 2006, was typically adopted by firms listed in the emerging stock exchange in Japan. These firms deserve our attention, because their accounting procedure yields the same future EPS as firms who use the purchase with impairment method prescribed in IFRS 3 and SFAS 141.
IFRS 3 and SFAS 141 require all business combinations to use the purchase with impairment method, which is ironically not permitted under the Japanese GAAP. Our results supporting hypothesis 2, indicate that the long-term stock performance of firms using the purchase with amortization method is significantly lower than firms using the purchase with immediate expensing of goodwill method. The latter firms, indeed, generate higher future earnings, suggesting that investors regard the immediate expensing of goodwill as an extraordinary item for the current fiscal year and as an irrelevant item to the firm's future earnings.
The Japanese adoption of the IFRS is controversial, but the ASBJ is attempting to require that all listed firms adopt the IFRS by 2015-2016. This proposal for universal adoption will be decided upon at the latest by the end of 2012. This study shows that 27 since investors are misled by differences in accounting procedures, the current Japanese GAAP is unfavorable for Japanese firms. The adoption of standard accounting procedures is necessary to remedy investors' misperceptions. However, adoption of the IFRS will create the new controversy that impairment costs are up to the discretion of the management. The absence of an independent evaluation of impairment costs (goodwill is inherently invisible and intangible and its evaluation is subjective) may lead to the two consequences of leaving the investors with uncertainty, and giving managers the flexibility in reporting accounting numbers 7 .
[2010.10.8 1003] This figure includes all M&As from 1996 to 2007 in Japan. Acquirers and targets were either public or private. Domestic-domestic -both acquirer and target are Japanese companies. Domestic-foreign -the acquirer is Japanese and the target is foreign. Foreign-domestic -the acquirer is foreign and the target is Japanese. Market equity, book-to-market ratio, financial leverage, and ROE, transaction value, Premium, Non Diversification, Diversification, cash payment (tender offers), and stock payment (tender offers) are reported as median values and mean values, by calendar year. In our sample, payment methods of merger bids are all stock payments. Our sample includes M&A transactions from January 1996 to December 2006 (available from the RECOF MARR CD-ROM database) that meet the following criteria: (a) Both the acquirer and target are listed in the stock exchange in order to exclude small cases.
Domestic -domestic

Domestic -foreign
Foreign -domestic Total
(b) The acquirer and/or target are not financial institutions, nor involved in a bailout takeover where the transaction is a result of the target suffering financial distress.
(c) The accounting procedure of the M&A transaction is identifiable from annual reports as either the purchase method or the pooling-interest method.
(d) The amortization period is identifiable in the financial statement. The number of M&A transactions which satisfied these criteria is 305. Panel (A) of Table 4 reports the results of three accounting methods each taken over three time periods (1st year, 3rd year, and total 3 years).
The performance in our sample, the size of which is indicated by N, is measured by the cumulative abnormal returns after the effective date of M&As. The top half of Panel (A) shows the results of equal-weighted CARs, while the bottom half shows the results of value-weighted CARs. In our sample, payment methods of merger bids are all stock payments. Our sample includes M&A transactions from January 1996 to December 2006 (available from the RECOF MARR CD-ROM database) that meet the following criteria: (a) Both the acquirer and target are listed in the stock exchange in order to exclude small cases.
(b) The acquirer and/or target are not financial institutions, nor involved in a bailout takeover where the transaction is a result of the target suffering financial distress. (c) The accounting procedure of the M&A transaction is identifiable from annual reports as either the purchase method or the pooling-interest method. (d) The amortization period is identifiable in the financial statement. The number of M&A transactions which satisfied these criteria is 305. We determined the statistical cut-off points by calculating distributions drawn up experimentally 1,000 times by the bootstrap method. ***, **, * denote that the difference in mean values is significant at the 1%, 5%, and 10% level (two-tailed), respectively, based on the bootstrap test. 
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Hypothesis
H3: purchase with amortization of goodwill method (Past (3 years ago)) < purchase with amortization of goodwill method (RECENT (within 1 year)) H1: Purchase with ratable amortization method (Total 1 to 3 years) < Pooling-of-interest method (Total 1 to 3 years) H2: purchase with amortization of goodwill method (Total 1 to 3 years) < purchase with immediate incurrence of goodwill method (Total 1 to 3 years) Panel (B) of Table 4 reports t test results for our three hypotheses. Predictions are directional by hypotheses 1 to 3, so p-values are one-tailed. ***, **, * denote that the difference in mean values is significant at the 1%, 5%, and 10% level (one-tailed), respectively, based on the bootstrap test.
